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NAFTA, Mexican Trade Policy, andU.S. -Mexico Trade: A 

LongerTerm Perspective 



Summary 

The North American Free Trade Agreement (NAFTA) has been in place for over 
three years, and Congress continues to evaluate it as part of the trade policy process. 
“Free trade” is a contentious debate and has become even more complicated in the 
NAFTA context because of Mexico’s 1995 economic crisis. Many critics consider 
the sudden shift from surplus to deficit in the U.S. trade balance with Mexico a clear 
indication of NAFTA’s failure. Others see NAFTA as a positive force supporting 
U.S. exports. To sort out the effects of trade agreements, this report evaluates the 
U.S. -Mexico trade relationship over the past two decades to place recent events and 
NAFTA in a broader economic context. 

Over time, U.S. -Mexico trade has grown and diversified as the two economies 
have become increasingly integrated. Yet, trade patterns have been volatile at times 
for many reasons, including economic downturns in Mexico. To understand the role 
of trade policy and agreements on trade flows, it is instructive to compare Mexico’s 
1982 and 1995 economic crises because in the first Mexico operated under a closed 
trade policy and in the second it had recently acceded to NAFTA as part of a long- 
term transition to an open trade policy. Both downturns had similar antecedents: an 
overvalued peso, a balance of payments crisis, large capital outflows, and a currency 
devaluation. Both were also severe, but the trade effects on the United States proved 
much worse in the first instance. 

With Mexico’s 1995 balance of payments crisis, the United States saw its 
bilateral trade balance fall into a large deficit position, as it did in 1982. However, 
U.S. exports to Mexico declined by only 1 1% in 1995, compared to 34% in 1982 and 
23% in 1983. Yet, in 1995, Mexico’s economy had contracted more severely than 
earlier, with GDP falling 6.2% compared to 0.6% and 4.3% in 1982 and 1983. A 
critical difference in the trade effects between the two periods was Mexico’s change 
in trade policy, particularly adopting NAFTA, which kept Mexico from raising 
barriers to U.S. trade in response to the crisis. 

The 1995 decline in U.S. exports to Mexico was due to the recession-induced 
fall in demand and the price effects of the peso devaluation. What the decline does 
not reflect is a trade policy bent to restricting the flow of imports from the United 
States, which was in place in 1982, but absent in 1995. NAFTA solidified Mexican 
commitments to an open trade policy and actually cushioned U.S. exports from a 
more serious fall. Further, the trade deficit with Mexico has not been a major 
economic problem for the United States as a whole given its global trading position. 
Finally, under freer trade conditions, economists generally have expected U.S. exports 
to Mexico to recover more quickly from the 1 995 decline than they did from the 1982 
crisis under a closed Mexican trade policy, which so far seems to be the case. 
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NAFTA, Mexican Trade Policy, andU.S. -Mexico 
Trade: A LongerTerm Perspective 



The North American Free Trade Agreement (NAFTA) has been operating for 
over three years and Congress continues to evaluate its effects as part of the trade 
policy process. Many hold NAFTA responsible for the dramatic events that unfolded 
in 1 994-95 : the peso devaluation, Mexico’ s economic collapse, and shift from surplus 
to deficit in the U.S. balance of trade with Mexico. On the other hand, others cite 
NAFTA as a major factor in opening Mexican markets to U.S. goods, thereby 
contributing significantly to continued growth and prosperity of the U.S. economy. 
As is frequently the case in polarized debates, neither extreme is fully vindicated by 
economic theory or evidence. 

In evaluating extreme changes in trade balances between two countries, it is 
important to understand the fundamental economic forces at work. In the case of the 
most recent U.S. trade deficit with Mexico, two major economic questions are 
frequently posed. First, what role did trade policy and particularly NAFTA play in 
causing the sudden shift in the U.S. trade balance with Mexico? Second, does a 
bilateral trade deficit with Mexico present a major economic problem for the United 
States? 

This report considers trends in U.S. -Mexico merchandise trade over two decades 
to evaluate how NAFTA may have affected the economic situation in Mexico and 
U.S. trade. To gauge the effects of the agreement, it is instructive to revisit the “debt 
crisis” period of 1982-83, when Mexico had a closed trade policy, and contrast it with 
the repercussions of the 1994 peso devaluation, when Mexico operated under a more 
open trade policy. What shall be seen is that trade agreements can affect the long- 
term level of trade, but do not cause sharp fluctuations in the balance of trade, which 
are largely defined by domestic economic conditions and policies. 1 Finally, it is worth 
repeating that the benefits of freer trade are not measured in terms of annual trade 
balances, but by broader economic changes that unfold over longer periods of time. 2 



1 This report does not delve into employment issues. See: U.S. Library of Congress. 
Congressional Research Service. NAFTA: Economic Effects on the United States After Three 
Years. Report No. 97-612 E, by Arlene Wilson. June 13, 1997, NAFTA: Estimated U.S. Job 
“Gains” and “Losses” by State. Report No. 96-788 E, by Mary Jane Bolle. September 25, 
1996, and Weintraub, Sidney. NAFTA at Three: A Progress Report. Washington, D.C., 
Center for Strategic and International Studies, pp. 5 and 11-15. 

2 For an economic discussion of the “gains from trade” see: U.S. Library of Congress. 
Congressional Research Service. Trade Policy in an Economic Perspective. Report No. 95- 
529 E, by Craig K. Elwell. March 9, 1995. 
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United States-Mexico Trade: 1977-1996 

The United States and Mexico have had a long and sometimes stormy economic 
relationship, and so the movement toward freer trade with Mexico continues to raise 
concerns in the United States. Mexicans also have expressed reservations about being 
overwhelmed by the “economic colossus” to their north. Because trade occurs 
between a comparatively large and small economy, there is a disproportional aspect 
to the relationship that should be recognized. 

The United States is by far Mexico’ s most important trading partner, accounting 
for approximately 83 percent of Mexico’s exports and 77 percent of its imports in 
1996. By contrast, Mexico is the United States’ third largest trading partner, but 
accounted for only 9 percent of U.S. exports and imports in 1996. 3 This is an 
important distinction because despite ongoing interest in the level of U.S. exports to 
Mexico, the U.S. economy is not greatly affected overall by the economic fortunes of 
Mexico. To the contrary, because Mexico is dependent on the large U.S. economy 
as its primary export market, it is far more vulnerable to changes in U.S. economic 
trends. 



FIGURE 1. U.S.-Mexico Merchandise Trade (1977-1996) 




77 78 79 80 81 82 83 84 85 86 87 88 89 90 91 92 93 94 95 96 

Year 

Source: U.S. Department of Commerce. 



Despite this discrepancy in relative trade importance, bilateral trade for the most 
part expanded evenly, if not briskly at times, over the past two decades. Between 
1977 and 1996, trade turnover (exports plus imports) between the United States and 
Mexico grew from $9.5 bi ll ion to $130 bi ll ion (see figure 1 and appendix 1.) The 
U.S. balance of trade shifted back and forth from surplus to deficit, reflecting 
changing economic fundamentals in both countries. 



3 International Monetary Fund, Direction of Trade Statistics, June 1997. p. 135 and U.S. 
Department of Commerce trade data. 
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At least four distinct periods can be seen in figure 1. First, the late seventies 
show a pattern of balanced trade growth, supported in Mexico by the oil boom. A 
second period followed in the 1980s characterized by a decline and stagnation of trade 
following the global recession, collapse of world oil prices, and increase in world 
interest rates that triggered Mexico’s 1982 debt crisis. U.S. exports fell substantially 
after 1981, requiring seven years to recover. Beginning in 1986, a third period of 
nearly balanced trade growth resumed largely, as shall be seen, because of Mexico’s 
trade reforms. Finally, 1995-96 reflect Mexico’s most recent recession and incipient 
recovery. Although U.S. exports to Mexico plunged in 1995, they actually grew 
faster than U.S. imports from Mexico in 1996 and the first half of 1997. 

In addition to the shifting fortunes in U.S. -Mexico trade over the past two 
decades, the composition of trade between the two countries has changed rather 
dramatically, particularly for Mexican exports. In the early 1980s, Mexico was, above 
all else, an oil exporter, with oil accounting for nearly 60 percent of total export 
revenue (see table 1). Half of all oil exports went to the United States at that time. 
A major goal of Mexico’ s trade liberalization was to diversify production and exports 
away from such heavy dependence on oil. By 1996, although still an important 
sector, oil production had not increased much from 1984 levels and accounted for 
only 12 percent of total Mexican exports and 9 percent of exports to the United 
States (see appendix 2.) 4 



Table 1. Structural Changes in Mexican 
Merchandise Exports 

(in percent) 



Export Type 


1984 


1987 


1990 


1993 


1996 


Agriculture, Livestock, and 












Fishing 


5.0 


5.5 


5.3 


4.8 


3.8 


Oil and Minerals 


58.9 


33.4 


26.3 


14.8 


12.6 


Manufactures 


36.1 


61.1 


68.4 


80.4 


83.6 


Source: Banco de Mexico. 


The Mexican 


Economy 


1997. 


Table 47. 





Interestingly, despite Mexico’s once heavy dependence on oil exports to the 
United States, as it diversified its export base away from petroleum toward 
manufacturing, the United States became an even more important trading partner. In 
the early 1980s, the United States accounted for 55 percent of Mexico’s exports. 
This ratio rose to 65 percent in 1987 and 83 percent by 1996. Some 84 percent of 
Mexico’s exports are now manufactured goods, 70 percent of which end up in the 
United States. 5 



4 Weintraub, Sidney. A Marriage of Convenience: Relations Between Mexico and the United 
States. New York, Oxford University Press, 1990. pp. 86 and 1 19, and Banco de Mexico, 
The Mexican Economy 1997, tables 13 and 47. 

5 Weintraub, ibid, pp. 73-75, Banco de Mexico, The Mexican Economy 1997, table 47, and 
Vargas, Lucinda. The Maquiladora Industry: Still Going Strong (Part 2). Business Frontier, 

(continued...) 




